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RFXENI DEVELOPMENTS IMPACTING FINANCUL REPORTS 
OF COLLEGES AND I NIVERSl riES 

V !>ack«irouiul for re\u»v* of the draft of AudiL*i of Educational Itistiiutiojns. 
to lie ^elea^ed ^hortl) In tlie Vccountin*: Prixicipleji Board of AICPA. 

Bv Robert B. Gilniorc 



A consemuh ma} be at hanJKtwcen college jnd unner- 
^it\ buMiiess officers anJ CPA<^ regardiiiii uceounnng prin- 
ciples and repbrti^ig sundardb tor publiNfred hnancial 
reports colleges vind unncr^ities Mosi of the propos^^d 
changes arc those e\ol\ing from tlie \%(>rk x}\ the XICPA 
Conimiltec on ColiegL and L"nncrsiT\ Aeci>unting and 
AuduinL\ m That Commitrec's dewlopnunt o\ an mdustrC 
px\<Xc,- Audits 01 hdiuatu>nal Insutuuon\ Our univer^itv 
bu<;iness otllccrs have been !uil> represented m disciissjons 
(Iirough the NACUBO Manual Re\ision and Accounting 
Principles , Committees, Preparatory toVxposurc'. the draft 
of the mdiKtrv guide ha^ been submKted to* the Aecoimi- 
' iiig Principled Board of AK PA. Proposed .change*; which 
would modify existmg principle^ ^nd reportmg standards* 
mav best be evaluated b> conipansdrr with the 1968 edition 
of Colidue and*Ufmenit\ Businesi Admimstrauon. com- 
moiiK Aaown as the "Xfanual." 

^ — • ♦ . ' " * 

At the present nme some of tjic proposals ha\;e "been en- 
dorsed by. Xh. NACUBO Accounting Principles Com- 
mittee while others have not yet had. final action by that 
commiltee. While tjiie AICPA Audit Guide is in process, 
NACL'PiO will als6 be at work on revKions of the 1968 
Manual through the Hobsc-leaf Admmi'stmthc Senice 
'vdiieh, prior to publicatii^n,. will involve broad exposure of 
the proposals for. accountif3g changes to officials of indi- 
vidual institutions and will assufe that revisions wril IjC/ 
responsive to institutional nced.s. It now seems likely'that 
the CPA's incJustry guide and- our ManQal revision wilt bb 
m general agrcenrent. a.situatioii much 'to be desired. 

... t • • • 

It IS the personal recommendation of the tvriter that the 

Audit Guide, aakc;n in its entirety, dcvscrves the support of 
college and univqKsit> busijiess officers. The. requirements 
seem logical«and applicable for the majority of institutions. 
Following committee approval, the dr^U has been sub- 
mitted for pre-expt)sure^ and, informaf review ^vithin the 
Accounting Principles* Board (APB) and the- Comriuttee 
on Auditing Procedure (CAP). ^ There \<l however, a 
possibility that subsequent- modifications myv overturn the 
work'^of the AICPA -^^^mnnittec. If ' the final publication 
should be found' to be unacceptable, higher education 
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representative^ will need to ^dd res*. U)c new problems. in a 
constructive an^ vigorous fas&ion. • * 

It therefore appears timel> to idenlUv the proposed 
changCN. sixteen in number, and. offer a rationale for in- 
dustry support ot ihese. proposals, li should be under- 
stood that' the Audit Guide is intended U>r general but 
authoritative guidance to the mdividiKd C'PA in his con- 
duci ot his audit and .forming \\\^ opinion regarding the 
fmancfal statements The auditor "m the held" retains . 
broad diseretioii m matters qf niatcrialiiv and. adequacy 
of disclj)sQrc. inasmuch' as the opinion Is his rcsponsibifitv.' 
The commentary in this paper is intended ty alert and " 
assist the irid^^idual business iWicer in working.^ vvith his* 
public accountant (or state 'rtuduon ti) a^$ure reasonabl<^ , 
mti^rpretations appropriate in the individua/Viiuadim. - ' 

Audit Guide proposals whrch difleofroin- the 1%8 Mapituil . 
arc grouped for purposes of this presentation as fojld^vs': ' 

Groupings- ' • ■ f I' Sections 

Investments and Endowmertts v 14 

Primary Financial Statements , . * I- 

Current Revenues and Expenditures.^ . > 4 
' f^lant ' ' ' ' 2 ' ' 

Other Changes ' . 5 - 



INVESTMENTS AND ENDOWMENTS 

t 

Invc$!ment Performance - , \ . 

Disclosure of investment performance, of portfolios hcldln 
endowment or other fundi> is called for. ordinarily b> notes 
to, financial statem^ints or appropriate suppfcmtntar) 
schedules or exhibits. This is a niudest and feasible step 
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toward fair dise}f»gnrg, moving somevviiat in ify Jlrft^on 
^"5f investm x*nt tcust or imifualiuiid rq>orda^. W hen/a sph- 
^tSinlisi.pbMoiiof z poitfolU) is pooled and unitized, per- - 
fonnance oT.one pfoSl unit or share can' be reported in 
terms of 'iih*estment income^, realized. g^dnSy^osse^, and 
change in market and canning (book ) -values. 

The Audit <juide deals .^ilh accounting for jnv^stmeni in-r 
corae on tht^ basis of conventional fiduciary concepts of 

, ordinary income. Amounti^ \wthdrawn from quasi-endovv- 
ment representing aci,umulated portfolio realized gams, on 

. a total return concept are required to he handled as trans- 
fers, noh as revenue.* This treafnjent is in accordance vMth 

' currcnt/interpretutionij of statute and common law in most 
Slates. However, ih^ Audit Guide' d(Jes in a tacit way 
acknowledge that, in some states, ^egal counsellor an in^ti- 
tutioi^ may interpret ih^? statute to manage endowment 'and 
iyimifar funds on the basis of total return- under specified 
terms and conditions. Nonetheless, in such situations the 
expendable \itld over and above ordm'arv investment in- 
come is, according t,o the Gu/de, to be accounted for as a 
transfer rather thah as pftrt of revenue, i.e. endowment 
income. HcKve,ver, where the ^applfcation of lotal 'return is 
essenti«ill> a formula method of withdrawal of principal 

Trom, qviasi-ejidbvvment ^uhds, as-is presently the more 
common approach, the Audit Guide is considered iopji on 
solid "ground and sXati^s^lhe, rationale with clarity., 

, Carrying Value-of Inv.^f menfe v 

Activity of AlCPA committees, other than the College and ' 
""University Accounting and Auditing Committee, has re-, 
suited in some spill-aver of commercial problems of bal- 
ance sheet valuation of equity securities held for invest- 
,ment .or for control. A sensible proposal appears in the 
current Audit Guide draft, giving preference to reporting 
investments at cost (or fair, value at date of gift), but 
recognizing the alternative basis of current market or fair 
val,ue, provided all investments are so accounted for. 
V Market fluctuations would be handled in a manner similar 
\o realized gains and losses. Although thj; foregoing plan 
ik now a firm and coordinated proposal, further APB inter- 
nal activity may yet generate broad rulings as to equity 
securities alone which^ if apphed literafly tO' colleges and 
universities, would produce inconsistent and therefore un- 
acceptable results. Shonld this occur, strong and effective, 
counter-proposals by higher education will be urgently re- 
quired. Eodbwmept funds and funds subject to life irtcome 
or annuity are. accounting entities which hold bonds, real 
property and other holdings in addition to eq^uity securities, 
Accordingly, such funds should be a sp^Vifjc exception in^ 
any ruling vvjiieli deals with eqdity secCirities alone. 

Funds Held ii^Trust by Others . - * 

Ordinarily fundk fiejd in trust by others should not be in- 
cluded in the financial Statements, However^, if an .institu- 
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tion has enforceable ngnts or claims, such, assets and» 

equit) ma> be rc8u;utcd m-thc Jiaaricial statements.' Thisas- 

a modification of the pc;sitiun expressed in the 1968 

Manual. ' . . . 

Endowment Income Stabilization Reserve 

> I 

% - . 

The Audit Guide stresses several respects in which the 
endowment stabilization provision, as' withhold from 
pooled income, subvejis a fair disclosure when the amounts 
arc material The reader of the financial statements is un- 
able to determine the amount of unrestrictvd endowment - 
income' received or earned Juring^the cufrent fiscfal year, 
an undisclosed portion of the income stabifrzation rescirvc 
is unrestricted, whereas the entire amount of the reserve is 
ordinarily carried as a restricted current fund equity on the 
balance sheet The Guide does not condone the foregoing 
, practice It is expected that no further, additions would be 
made to reserves created in the manner described, and the 
existing reserve balance would be restored to the respective 
funds entitled thereto. In the event precise information h ^ 
not available for sucji a reallocation, rcasonjible estimates 
shoitkl bt* used- Th^fs approach removes one of the .two- 
alternates which were recognized in the Manual. 

^ PRIMARY -FINANCIAL'^STATEMl^^TS 
♦ • • ^ 

^ Commercial organrz^tions utilize three primary financial 
statements: the Balance Sheet (Financial Position), the ' 
Statement of Income and Retained Earnings (Results of 
Operations), and a statement summarizing changes in 
financial position. Colleges and universities have tradi- 
tionally followed a similar pattern with a Balance Sheet, " 
a Statement of Changes in Funds Bafance^, and a State- 
ment of Current Fund Revenues,* Expenditures and 
Transfers. . . 

Throughout the {Period of activity of the AICPA Commit- n 
tee on College and .University Accounting and Auditing, \ 
there has been contmuous study and discu;ssion within the 
. committee and with NACUBO regarding the nature of 
college financial statements. At the rfsk of over,-simplifica- 
. tion, the question kaS been whether the college or univer- 
sity financitil 'Statements are intended to present net income 
^' or not If^so, many' accounting principles and practices of 
commercicfl enterprises, such as inclusion of depreciation 
in operating costs, must be considered applicable or some 
rational basis /ound to explain why college net income 
difl'ers from comnierci/nl. If college statements do not pur- 
port to present net income, statement fortnats now widely 
used arc ftkely to be misunderstood by prcsenti^ig excess of 
current fund revenues* over expenditures (or thc» reverse) 
on, the bottom Hnc of what appears to be a^statefnent of 
operations and resembles a statement of net income. . 

The essential premise 'adopted by the A4jdit feuidc eom- ; 
^ mittee is that service rather than profits is the Objective of , 

. * \' 
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an educational insiitui^n. TherefoK. tfic accounting and 
regortlngfor^uch jnslituti«5ns deal ttiih r^urccs receivvd 
and used rather th^the detelminatron oVxici inwomc?*ln 
addition, it was held that f&ancial statements for all col- 
leges ajid universities. large and bmali. simple or coirfpicx, 
should folto'w a single conceptual framework. 

Financial Reporting Fonnat 

According!), the Audit Guide will recommend a single set 
of primary financiaf statefnents for colleges and univer- 
sities, consisting' of: ' • * 

Balance Sheet 

Statement of Changes in Fund Balances 
Statement of CurrcW Funds Expenditures 
and Resources Utilized 

. The Statement of Changes in Fund Balances to be illus- 
trated in the Guide is columnar in form but without a total 
column. The column headmgs across the top, readmg from 
left to right would be; Current Funds: Unrestricted. Re- 
stricted: Loan Funds; Endowment and Similar Funds: 
Annuitv and Life Income Funds: Plant Funds (combined 
into a single ToIumiLL A total column would not be pre-^ 
eluded, provided proper care is taken to avoid the misnam- 
ing -of totals or the di/plicating of gross changes. 
- " ^ / 

This important st^jiement \^ould contain three specified 
sections' in order to\describe changes in resources: 

Revenues and other additions 

Total , I ' 
Expenditures jand other deductions / ^ 

Total ' 

Transfers among funds v / 4i 

Total , • ^ 

^ Net Increase, (decrease) for the year ' 
Fund balances at beginning of year/ 
Fund balaiices at end of year / 

A variation in format but not in principle is provided in 
the event unrestricted gifts are managed or administered 
scpafatel) frorti other unrestricted resources. In this case, 

.the current fund columns would appear as follows. 

ff 

Current' Fund 



Illustrative' finaot-ial siatemcnu* voniained m .the Audit 
Guide reprp^t a strung prunuunecmeni ^^hieh ma> wcU 
lead to greater uniformitv in volkge and^ Mniversit_y Jbnan-. 
cial reporting. The a^cuuiiting pnnciples enunciated la the 
Guide, including the chdngc^ from the Manual discussed id 
this paper, appear to this writer ta \varrant a full and fair 
trial in the field of higher education. If experience leads 
to general acceptance in the industry, significant benefits 
\)n a national basis will be the result. These benefits will 
hopefull) include a \vider public underbtandmg. of ihe . 
economics of higher i^ducation, through more clear and . 
meaningful annual reports. There is great diversity' amdng 
'institutions as to their means of financing and styles of 
management. These conditions may inhibit or delay gen- 
eral acceptance of the proposed changes. Experience in* 
the field mav lead to further changes^in basic thinking or 
accounting respons<?s. However, to the extent thV under- 
l>ing concepts -are solid and sound, acceptance is assured. 



CURRENT REVENUES AND EXPi^NDf FURES 

Student Fees Specifically Assessed for Plant Financing 

When student fees are applied to the financing of plant 
/ facilities: it is necessary to ascertam whctlier (a J the action 
IS mstrative or discretionary with i^c^govcrning bpard, 
or.-(b) there are binding; external^strictions which con- 
line the use of the fee procee^^or plant purposes.. Ex- 
amples of the latter would b({ the terms of a bond issue 
legislation, or the publicly 'stated rationale for. a special 
fee assessment, which therel>y becdmcs a firm obligation 
• of the institution. The Guide will state that fees- of .type 
(a) should^xj repprted as revenue, and application to plant 
shown as a transfer. Fees of type (b) would Continue to be 
^ considered (as provided m the 1968 Manual) as additions 
i to une;cpende'd plant func^s, on the basis that the funds. are 
I unavailable for current purposes. * 



Provisfonior incumbrances 



Unrestricted 



General 



Gifts 



Total 



Restricted 



It shoul^Tbe noted that the total amount of unrestricted 
gifts received during th'e year wNll be reported in a single 
figOrC| opposite a Caption Gifts in the Additions section. 
Under Current I^unds. Unrestricted. This is the case 
Whether or not a separat^ gifts column is shown. 
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* In some state and IocjI jurisdictions, appropriated public 
I" funds arc made available un the basis of encumbrance ac- 
i cout^ting procedures^ Some institutions in such s>stems are 
,^ ac^iistomcd to treat the issuance of purchase orders as 
1^ e^pendifures for accounting purposes. This practice was- 
/ /ounterianced in' the 1968 Manual as a modified accrual 
'basis. Tl^e Audit Guide will adhere closely to conventional 
accrual accounting concepts, which rccogni;^.e a liability 
t , only for gopds and services received as of the balance sheet 
i date. Out^Jtanding purchase orders would not he recog- ' 
I, ni'/jcd a.<v liabihtieij or as expenditures of the current fiscal 
period, however, such amt)unts may properl> be recog- 
nized as.^an allocated portion of the fund balance and/or 
disclosure by footnote. Experience of some public institu- 
/,f.,,tions. has uemonstratcd that state appropriated funds will 
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not Iap>c, provided the university yr community college 
pjcscnts \aHd e\idence ifi ;>uppon^f commiimcnis* (c,g. 
purchase orders j and IrcatcS a reserve or allocation for 
commitments. The position taken in the Audijt Guide ma> 
nevcrlhclei^^ cause problems which will need to be worked 
out with the audi^tors. particuLrlv for state and commumt> 
colleges. * ; 

Services and Facilities Provided by Religious Orders 

Services evidenced J>y remitiance from the educational en- 
tity to the religious ofder. and the return of ^uch remittance 
as a gift, should be feported as current expenditures and 
as gifts received, and usually scfiaraiely identified in the 
financial statements. Facilities made available to the edu«- 
cational entity, and related indeb^tedness. are required to" 
be disclosed in the financial statements. 

Revenue and Expenditure Categories ' 

-The AICPA Committee is prepared to follow --\vlvatever 
categones of re\enue and expenditure the industry puts 
forward as its recommenciiition, or those, now specified in 
the Manugl. Illustrative statements are expected to differ 
from the M'anual in several respects. • 

There has been a* favorable reieption given to published 
recommendations for classifyin'gfcvenuef by source (tuition, 
government appropriations, project sponsorship, endow- 
^aenf income, gifts received. e:i 
function (instruction, research. 



student aid, student services, plstnt operatii)n 



tcnance. 



etc.). A revenue capti 



c. ) and .expenditures by 
ipublie seAstc> libraries 



ion for student ai4 would 



not be used inasmuch as such revdnues would be included 
by source, such as gifts or endowment income. 

Two linjited moclifications of revenue and expenditure 
groupings accepted by NACUbO for ese in the Audit 
Guide are (1 ) to drop thof groujDing of educational and 
general from statements pf/ revenues or expenditures, and 
|f2) tp provide a sub-total prior to auxiliary activities in 
jpresenting revenues or expenditures. 

There seems to bq intrinsic merit in separating these inter- 
inaliy se f-'supporting activities from the Remainder of the 
institution's programs. The term auxiliary activities is 
intended to combine all of the following: Sales and services 
' of educational departments; organized activities related to 
educational departments, and auxiliary enterprises. 



PLANT 

Provision for Debt Service on Educational Plant 

The 1968 Manual treated as tracsfers a«y us^/ge of current 
funds for debt service of educational plant, whether of not 
mandatory- Provisions for debt retirement, interest, and 
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renewal and replacements reserves, required by the te^s 
of -the borrowing, ace referred to as mandatory debt serv- 
ice. The Audit Guide will recognize that such debrservice 
may be specifically provided for from other sources, for 
exarfiple. by legislative appropriaiions_restrieted to the 
plant purposes. In such ciics, the incoming funds and^the 
expenditure's appear in the plant fund.. The Audit Guide 
will provide for the situation 'in which the debt servi'ce 
lacks a specific source other than currt?nt revenues, ar\d is 
ItiereTfore considered an encumbrance upon current operat- 
ing funds of the institution. In this eve/it, the mandatory 
debt service is treated in the Guide as a current funds ex- 
penditure. 

Depreciation 

Without re-(yening the historical question of depreciation 
charges to Operations, a new optFon is proposcd^in the 
Guide for fhe institution w^^hing to recognize In the finan- 
cial statements the expiration of cost of capital assets. In 
the statement of changes in plant fund balances, the in- 
vestment in plant may be reduced, in which case the bal- 
ance sheet asset account will reflect the residual Unexpired 
.costs. 

r 

OTHER CHANGES 
Loan Fund Matching Grants 

The Guide provides for the accounting treatment for 
matching Joan grant funds, where the- source of, such 
matching is current revenues. In view of thp mandatory, 
nature of the matching, as in the case of the National De- 
fense Student Loan grants, the amount would be reported 



as a current fund expenditure, rather than as a transfer. 
This' requirement does not apply when the institution elects 
tu provide the matching funds by transfer irom other 
sources, suph as quasi-endowments, unexpended gifts for 
student aid, or other loan funds. The Manual contemplates 
a transfer, on the basis that the funds will be convertc^d to 
loans receivable. ^ \ I , ' 

Annuity and Life Income Fuitds ^ ' . 

The Audit Guide provides a piethod of accounting for an- 
nuitiesr which would present a liability equal to the present 
value of -annuities payable. The difference between the 
liability and the assets of the annuity funds would be 
shown as the fund balance. This actuarial^ method is pre- 
ferred, according to the Andit Guide, and should be used 
unless the historical (Manual) method would produce sub- 
stantiallyuhe ^Me resuh. The actuarial method appears 
to be somVwhavnore laborious than that described in'the* 
Manual. On (he other hand, since annuity liabilities might 
exceed ihe Yund assets, a balance sheet disclosure on the 
actuarial basis may well be warranted. The current draft 
has been rcvilscd to recognize the new Jorms of charitabTe 
. remainder trust included in the 1969 Revenue Act. 



ERIC 



I 5 



Disclosute^of Pledges 

- ' • . ^ 

The^udit Guide will place signOicantly greater emphasis . 

upon .statement disclosure of gift pledges receivable, as' 

compared to. the 1968 Manual. The Guide wijl favor balr 

ance sheet reponing of the estimated net realizable value 

of pledges. The amount to be recorded would be reduced 

fi2?m the faceWalue of pledges to recognize ( 1 ) discounting 

long-term pledges to present value,,and (2) allowance for 

pledges estimated to be uncollectible. These adjustments, 

• together with* the fact that some pledjges are of indeter- 

tAinatc value' or matu/ity, may greatly reduce or eliminate 

the value to be reflected in the balance sheer. In any case, 

footnote disclosure of malcrijl pledgee, and the lime 

periods Involved, seems to be a reasonable requirement. 

The college business officer shoUlj not hesitate to bring 
to the attention of his public accountant a donor relation- 



ship^wRich would be harmed by afequest for written con- 
firmation. In such' cases the audi(or n)ay:.bc jible to satisfy 
^ himself by other mean§^as to the validity of the receivable. 

Accounting Principles Board Opinions 

Recent, and also future APB opinions requiring specific 
disclosure in financial reports, such as those irelating to ac- 
counting changes, eraployec^jjenefit plans and long-term 
leases, are considered\applichbie to colleges and univer- 
sities. . . 

' • - - ' 

Agency Funds 

The Audit Guide indicates preference for a separate agenc> 
fund group for. balance sheet disclosure. Only if such 
amounts are not material in amount would inclusion among 
current fund assets and liabilities be considered an ac- 
ceptable option. . ' - 
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As indicai^ earlier, future APB pronotintrcmenb must be 
monitored with great care 6\ higher education to preclude 
the poi6ibilit> of inappropriate liicral application to col- 
leges and anivcrbiticb of rulings bascd upon the commer- 
cial environm^inl. Il isi hoped tfiat the APB and the AICPA 
\vill recognize a^ impetatiw the nccd for a con.tinuing 
specific* deliberate, and responsible dialogue with (he 



higher education //i^w^frv. before-final determinations are 
m^de with respect to college and univei^aiy jccounling^ 
principle^ and rppojtiug i^landards. 

B\ the samv token, college and uni\ersit> busini^ss ufficcrs^ 
nijn> uf v>honi are members of chc AICPA, ha\e the obli- 
gation to sta) abreast of current Jevelopnicnts and main- 
tain a proper regard for standardly of fair and adequate 
financial disclosures. 
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